PROLOGUE: After turning to managed care to hold down costs, states found that they needed to shed their regulatory mentality toward Medicaid services and learn to implement policy through the contracting process. Theoretically, contracting relieves both states and service providers of a trying, micromanagerial relationship and creates a conceptually satisfying single point of accountability.
ABSTRACT: This paper examines the extent to which five states are becoming "prudent purchasers" in their oversight of Medicaid managed care. Our conclusions are mixed. These states are making more sustained efforts along these lines than most private purchasers are and have improved the amount and quality of the data they collect on the experiences of Medicaid clients when compared with the traditional fee-for-service program. They have been less successful in ensuring data quality that is adequate to support contracting decisions and in developing the analytical or political capacity to use data to "manage" the managed care system. Becoming a prudent purchaser appears to be a complex task for states that may prove difficult to achieve. O ne of t he a r g um e nt s a d van ced in support of Medicaid managed care has been its potential to improve the accountability of the health care system. The contractual relationship between states and managed care organizations (MCOs) makes it possible for states to enforce standards for accessibility and quality of care for which the contractor can be held accountable and sanctioned if standards are not met. The process of developing and applying such standards has come to be known as becoming a "prudent" or "value" purchaser. This paper examines the extent to which states have realized managed care's potential for improving accountability. It relies on field network studies of managed care arrangements for the Temporary Assistance for Needy Families (TANF) population in five states (Arizona, Kansas, Michigan, New Jersey, and West Virginia). Our conclusions are, if not entirely pessimistic, somewhat cautionary. These states generally have improved the amount and quality of the data they collect on the experiences of Medicaid clients when compared with the fee-for-service (FFS) program and are making greater efforts to measure quality than most private purchasers are. They have been less successful in ensuring data quality that is adequate to support contracting decisions and in developing the analytical or political capacity to use data to "manage" the managed care system. Becoming a prudent purchaser appears to be a complex task for states that may prove to be difficult for more than a few to achieve.
n What is prudent purchasing? The combination of a vulnerable population and the need to account publicly for the spending of tax money makes the task of Medicaid agencies in overseeing MCOs more complex than that of private purchasers. Exercising such oversight requires states to develop administrative capabilities that are not required under the FFS Medicaid program. Most Medicaid agencies have historically defined their role primarily as bill payers. The management information and other systems put in place to oversee the FFS system have been oriented toward traditional command-and-control tasks, such as eligibility verification and prevent-STATE HEALTH 37 POLICY ing fraud, waste, and abuse.
Many advocates have argued that managed care enables states to improve the quality of care available to Medicaid clients in ways that the FFS system cannot. By contracting with an organization that accepts payment for the entire range of services to Medicaid clients, states can set standards for which plans can be held accountable and sanctioned if they fail. This process of developing and enforcing contractual standards for health care quality, access, and other aspects of plan performance in Medicaid is known as becoming a "prudent" or "value" purchaser. One proponent has defined the basic elements of this strategy:
In order to obtain health care value, the prudent purchaser must define quality, measure it, seek to improve it, and exert market leadership…The prudent purchaser must put into place the elements of a good quality management system-negotiated performance goals, member satisfaction surveys and focus groups, independent external reviews, continuous quality improvement systems, data reporting, and consequences for underachievers. Then the prudent purchaser must use these elements effectively, keeping in mind that the system should not be micro-managed, or made to respond to unrealistic expectations. 1 For states to become "prudent" purchasers requires three things. First, they must state their requirements for plan performance in a measurable form.
2 Second, they (and other interested parties) should be able to tell with some confidence whether plans are complying with the requirements. Third, plans must face consequences for failure to comply with standards.
Oversight Processes In Five States
To assess states' progress toward prudent purchasing, we examined oversight methods and mechanisms in five states (Exhibit 1). These states are not a statistical sample but represent a broad range of managed care program forms, sizes, and management strategies. Arizona has the longest-running, best-established Medicaid managed care program in the country. Known as the Arizona Health Care Cost Containment System (AHCCCS), it has been extensively evaluated and has received high marks for both management and program outcomes. 3 It is included as a "best practices" state. Michigan and New Jersey are perhaps typical of the larger industrialized states in the Northeast and Midwest. Both have strong traditions of nonprofit health care, generous Medicaid programs in both enrollment and benefits, and well-paid civil services. Managed care is well established in the private health insurance market in both states. Both mandate full-risk enrollment for all TANF recipients but retain FFS Medicaid for other population groups.
Kansas and West Virginia are predominantly rural states with small populations, less generous Medicaid programs, and less well paid employees. Managed care is not as widespread in the private market as it is in the other three states. At the time of this study Kansas and West Virginia had mandatory full-risk programs for TANF recipients in some urban areas, with enrollment in primary care case management (PCCM) required for recipients elsewhere. For this study we examined states' oversight routines and processes in four major areas: financial reporting and performance, quality assurance and improvement, access and network capacity, and consumer relations. This study was conducted using the field network methodology, which has been used to investigate the operations of a large number of domestic programs. This method, which combines intensive on-site investigation by locally based scholars with a comparative analytical framework monitored by a central staff, offers advantages over the multicase implementation study common in many domestic policy areas. 4 n Financial performance. The financial performance and fiscal solvency of plans is an increasingly visible area of state oversight, as the adequacy of rates has become a public issue in many states. Plans in some states have gone bankrupt; some commercial plans have withdrawn from the Medicaid market; and more have complained that rates are inadequate to support reasonable levels of care. The financial oversight of MCOs has traditionally been the regulatory preserve of state insurance departments. The basic intent of these departments' reporting systems is to monitor MCOs' financial condition and performance, to ensure that income and other resources are sufficient to cover payments to providers. Plans report on operating results at specified intervals, with adverse results triggering more frequent reporting or corrective action, such as the drawing down of required financial reserves.
This focus on overall plan performance, while adequate for its primary purpose of protecting consumers and providers against plan default, may not provide information that is useful in managing a managed care program. Even if a plan's overall financial condition is sound, its Medicaid contracts may perform less well than its other lines of business. Plans' Medicaid enrollment may be too small to adequately spread the costs of providing care, leaving the plan vulnerable to unanticipated expenses. States that can monitor the performance of Medicaid contracts may be able to take corrective action, such as raising rates or increasing enrollment, and thereby prevent plans from leaving the program or defaulting on their obligations. Financial information also is important in the process of setting managed care premiums.
Among the states in this study, the most significant difference in financial oversight capability is between Arizona and the other four states. Because AHCCCS has been able to attract staff with good credentials in financial management and reporting, the agency has developed a Medicaid financial reporting system that is completely independent of the state insurance department's requirements. AHCCCS uses information from this system to develop rate corridors within which plans have to bid; to adjust rates between contracts; and to manage enrollment to provide adequate spreading of risks. For example, the state responded to a recent decline in enrollment resulting from welfare reform by increasing the size of several rural service areas to ensure that plans had economically viable enrollment levels.
The other four states remain much more dependent on state insurance departments to oversee plans' financial performance. All four require licensure or compliance with insurance departments' financial viability and reporting standards as a precondition of receiving a contract, and all require plans to submit periodic financial reports that meet department standards. Two states-Michigan and Kansas-receive reports from the insurance department that provide analysis of plans' financial conditions, and all four rely on insurance department staff to identify plans that are experiencing difficulty. These states have been less successful in developing the capability to monitor the performance of Medicaid contracts or to use financial information as a management tool, despite the fact that all four states receive separate financial reports from plans on the performance of Medicaid contracts. Michigan is the only state with any full-time staff devoted to financial oversight. Its insurance department remains the lead agency in dealing with plans over financial matters, however, and its Medicaid agency has yet to develop the capacity to use the information it collects to manage the program. 5 This limited ability to gauge plans' management of Medicaid contracts deprives Medicaid managers of a useful tool for setting rates and managing enrollment. Such concerns are outside the mandate of state insurance departments' oversight, which is focused on aggregate financial position. States such as Arizona, which have the independent ability to gauge the financial performance of Medicaid contracts, can raise rates or enrollment to keep plans from dropping out of Medicaid or experiencing a decline in financial position that would spur insurance department action. States that lack this capability may lose plans or have to take politically controversial actions to sanction or prop up distressed plans.
n Quality assurance/improvement. This oversight area has attracted the most attention from states and the Medicaid policy community. Central to most definitions of "prudent purchasing" or performance contracting in Medicaid managed care is the ability to define and measure quality of care and to tie financial rewards and continued contracts for plans to their achieving contractually specified performance standards.
Several factors can inhibit states' ability to promulgate and enforce performance standards. First, standards or benchmarks developed in the commercial market may not transfer well to the Medicaid population. Establishing these benchmarks for local use may require considerable negotiation. Second, quality reporting conventions and standards are only partially standardized, so states wishing to institute performance standards may need to invest considerable effort and money in systems development, negotiating over reporting conventions, and auditing to ensure that reported data are comparable and of reasonable quality.
Given these difficulties, it should not be surprising that the states in this study have few formal performance standards in contracts with plans, a finding similar to that in other studies of managed care contracts. 6 Contracts contain lengthy specifications of the data that
STATE HEALTH 41 POLICY
plans are required to submit and the quality improvement processes that they are expected to undertake. There are, however, almost no standards for such widely used quality benchmarks as vaccination rates, well-child visits, or access to prenatal care, for which plans can be penalized for failing to achieve. These states vary widely in the degree to which their quality-reporting systems approach the prerequisites for instituting such standards. The major difference within this set of states is, again, between Arizona and the other four states. Two particular differences are noteworthy.
First is the level of investment in data quality. Arizona initially implemented its reporting system in 1991 and has improved plan reporting in the years since then. The state performs annual audits to monitor the completeness and accuracy of encounter data, and it must approve any changes in plan information systems. Financial sanctions are associated with failure to implement audit recommendations and inadequate reporting, and the state authorizes reinsurance based on plan reports, so plans have a significant financial incentive to maintain the quality of their reporting.
A second major difference is the uses to which information is put. Although Arizona does not distribute any information to consumers and has no formal performance standards, it has several mechanisms that encourage plans to compare their performance with that of other plans and provides limited awards for performance. The state regularly distributes comparative performance information to plans and providers, with a plan's performance rated against the average of other plans or providers or unidentified data from all other organizations. AHCCCS is developing an initiative to provide financial awards to high performers and gives contract preference to them.
These processes, while not formal standards, may nonetheless affect plans' behavior. The availability of comparative performance data, even without public distribution, has been shown to have a significant effect on organizational behavior, and it is likely that this process has prompted low scorers to attempt to improve their ratings. 7 External evaluations cited earlier suggest that AHCCCS has been able to limit spending growth without impairing access or utilization, so this approach may have been effective.
Quality improvement reporting and feedback systems in the other states we studied are at various stages of development. Michigan has developed an aggressive system for overseeing plan quality, although it has not been in operation long enough to gauge its effectiveness. The state has issued minimum standards for immunizations and several screening devices that apply to continuously enrolled clients, but without any penalties for failure to meet them.
Michigan's oversight structure is more decentralized than Ari-
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zona's but contains mechanisms intended to ensure similar attention to data quality and comparative performance. The unit charged with quality oversight reports directly to the Medicaid director, and a clinical advisory committee, with state staff support, has been established to define reporting frameworks and oversee quality improvement efforts. The state has established an encounter-reporting system, has let a large contract for auditing of plan reporting, and plans a broad dissemination of plan performance results. The other three states have developed less aggressive approaches to quality oversight. All three have required plans to report Health Plan Employer Data and Information Set (HEDIS) results or similar measures, but none has explicit performance standards, and there has been less investment in data quality and less dissemination of results. Kansas and New Jersey have had difficulties getting all plans to report requested data.
These results suggest that becoming a prudent purchaser is a complex organizational task for states, requiring a considerable investment in systems development and data quality. It is difficult to envision a viable method for penalizing or rewarding plans for performance without a stable source of reliable, comparable data on all participating plans. The experience of Arizona, the only state in this sample to have such a data system in place, suggests that achieving this level of data quality requires considerable long-term investment. Given that several states have yet to establish stable reporting relationships with all plans and lack any institutional means of ensuring the quality of the data they receive, prudent purchasing may be beyond the reach of many states.
n Access and network capacity. Having enough providers, particularly primary care physicians, to serve Medicaid managed care clients has been a persistent concern. Advocates have argued that managed care can broaden the availability of mainstream providers to Medicaid clients, while detractors have claimed that clients may be limited to "Medicaid mills" without the safety valve of access to hospital emergency rooms or public facilities. 8 Ensuring adequate access is complicated by the limited consensus around several conceptual and measurement issues in defining the adequacy of networks, for which staffing standards or benchmarks vary widely. 9 Also, consensus is lacking on how to address such common measurement problems as physician membership in
"States rely on consumer complaints, surveys, and other informal means of addressing ongoing access problems."
STATE HEALTH 43 POLICY multiple networks, allowable travel time, or changes in network capacity over time. 10 Given these difficulties, it is not surprising that the states in this study require plans to document the adequacy of their networks in a more or less rigorous fashion initially upon contract receipt, but rely on consumer complaints, surveys, and other informal means of identifying difficulties in getting care. In Kansas, for example, "These problems are addressed in an ad hoc fashion, frequently through informal regular contacts between SRS [Social and Rehabilitation Services] and plan staff, and through monthly meetings of the state's Peer Education Resource Council…There have been no sanctions in this area, although…informal action plans have been formulated to address particular access problems. SRS is much more concerned with retaining plans than with sanctioning performance with regard to network capacity." 11 These results suggest that access and capacity are relatively low oversight priorities for these states. Systematic monitoring of the available capacity in a plan's network, particularly over time, is a complex task for which there are few established standards or reporting conventions. Consequently, states only formally measure network capacity as part of the initial contract or certification process and rely on informal means of identifying and addressing ongoing access problems.
n Consumer relations. Amid a much-publicized anti-managed care backlash in recent years, several states have enacted patient protection legislation limiting MCOs' ability to restrict access to care and giving patients enhanced rights of grievance and appeal. Many of these protections have been extended to Medicaid patients by state contracts and executive order. 12 As a reporting and measurement technology, consumer relations is generally better developed than is the measurement of access and capacity, but less well developed than financial reporting. National Committee for Quality Assurance (NCQA) accreditation standards and guidelines issued by other groups require regular surveys of consumer satisfaction and specify the elements of a grievance and appeals process; this has contributed to at least a partial standardization of plan practices in these areas. Several validated survey instruments are broadly used to measure consumer satisfaction, including one for Medicaid clients. 13 Plans generally keep track of complaints and the use of formal appeals processes and use this information to change procedures and replace providers. There is little standardization of definitions or reporting across plans, so comparable information does not typically exist. It is also unclear what appropriate benchmarks would be. Plans differ in the sophis- tication of their members and the degree to which they solicit and heed member concerns; thus it is unclear whether a low rate of complaints would be unambiguously positive. The five states in this study follow a roughly similar oversight regime in regulating plan relationships with customers, although their organizational arrangements for oversight vary greatly. All review plans' marketing materials, and all but Arizona contract with an enrollment broker to enroll clients. All conduct or commission patient satisfaction surveys and disseminate the results. All require plans to adopt procedures for responding to clients' questions, complaints, and grievances and to report regularly on client contacts. In almost every state, however, there is a strong preference for resolving problems informally before they reach the grievance stage. In West Virginia, for example, "this area is distinct from other oversight areas as it focuses more on case-by-case concerns rather than on aggregate program performance…The practice appears to be to work out complaints and disputes within the HMOs, sometimes with the enrollment broker helping things along by informing higher levels of authority in the plan that problems are afoot." 14 This emphasis on informal resolution of individual cases may increase the system's responsiveness to particular complaints, but it limits the extent to which the reporting mechanisms provide a reasonable picture of plan performance. Since Medicaid clients may be less likely than private-pay clients are to complain, reliance on individual initiative may be at best a partial substitute for effective formal state oversight.
Are States Becoming Prudent Purchasers?
These findings indicate that by and large the states examined here are not functioning as "prudent purchasers," in the simplest meaning of that term. Few explicit performance standards for plans are embodied in state managed care contracts. Performance data are universally required but unevenly collected, analyzed, and used. States have a wide range of contractual sanctions available to them, ranging from requirements for corrective action plans, to freezing enrollments or payments, to terminating contracts. They have been reluctant, frequently for sound political or market reasons, to use these sanctions, preferring to rely on more informal solutions.
Arizona is the only state we examined that can claim to have a fully functioning oversight system that meets reasonable standards for prudent purchasing. AHCCCS has invested significant resources and energy over an extended period of time in improving the quality of plan reporting and has only recently begun to consider disseminating performance information beyond plans. Given Arizona's con-STATE HEALTH 45 POLICY siderable advantages-sophisticated staff and plans and a favorable political and market setting-the extended time it took to establish reporting systems to support performance judgments suggests that becoming a prudent purchaser will take even the most sophisticated states considerable time to achieve.
A more realistic comparison might be between states' performance under managed care and their awareness of patient care and outcomes under FFS Medicaid. States are still having problems acquiring and using quality and other data on managed care. Almost every state, however, has better information about the experience of Medicaid clients under managed care than under FFS, and the direction of change is generally positive.
States also are making more sustained efforts than most private purchasers are to measure and improve the quality of care available to Medicaid beneficiaries. The limited evidence available suggests that most private purchasers focus almost exclusively on price in purchasing health coverage. 15 With the exception of financial reporting and recipient surveys, Medicaid oversight requirements in every area are more substantial than those required by local private purchasers in every state. These heavy reporting requirements make Medicaid contracts more expensive and less attractive than commercial contracts. To justify this elevated expense, states must make effective use of the information they collect, both in fact and in the perception of plans. Plans' complaints about the requirements may be neutralized by states' ability to show that information is being used in sensible and mutually beneficial ways.
Not all states have made effective use of the information they collect. Several states collect data of which they make little use and do not disseminate information in a fashion that encourages anyone to pay any attention to the results. This suggests that many states may be imposing an expensive reporting burden on plans without securing any of the improvements in quality or access that the data are intended to produce. This situation may improve in states that can upgrade the quality of the data they receive from plans, but the experience of Arizona and other successful states suggests that it may be some time before many states have data of adequate quality to support contract decisions.
These findings also suggest that successful state oversight is heavily influenced by the market and political environment in which Medicaid agencies operate. Establishing a strong oversight posture is difficult in states such as Kansas and West Virginia, where managed care is only marginally established in private markets and there is little political support for spending to establish more elaborate oversight systems. Both pay relatively low rates. Medicaid agencies in both states have low bureaucratic status and have had credibility problems with state legislatures. Legislatures in these states support managed care primarily as a means of controlling costs. These states thus have little choice about the plans with which they will contract, effectively ruling out the imposition of performance standards backed by the credible threat of sanctions or contract cancellation. Improvements in performance or oversight are very much limited by what plans are willing to accept and by the persuasive skills of oversight staff. By contrast, the more elaborate oversight structures in Arizona and Michigan are largely the result of more favorable political and market conditions. Managed care is better established in these states, and plans there are better able to comply with sophisticated reporting requirements. There also has been political support for managed care objectives that are more complex than saving money. In Arizona AHCCCS executives have been able to maintain the unusual degree of autonomy they got in the mid-1980s, when the private contractor hired to manage the program cancelled its contract with thirty days' notice. The new agency was given a direct reporting relationship to the governor and exemptions from the state's personnel and procurement systems. While some of these exemptions have since been repealed, AHCCCS has maintained much of its autonomy and political support. 16 Unlike the other states in this sample, which are required to provide contracts to "any willing provider," AHCCCS can deny contracts to willing plans, alter plan service areas and enrollments, and regulate plans' administrative arrangements.
In Michigan, Medicaid managed care was part of a larger set of gubernatorial entitlement reforms intended to turn the state into a "value purchaser." Medicaid was removed from the state welfare agency and placed in a new Department of Community Health. Management positions were filled by persons with strong market orientations and no prior attachment to the FFS program.
Political and organizational support for oversight of plan activities has been reinforced by market conditions. Managed care markets in both states are competitive, particularly in Phoenix and Detroit, where the TANF-related populations are concentrated. Both states pay adequate rates and have been able to attract a "surplus" of plans interested in Medicaid business. Under these conditions, assertive oversight regimes stand a better chance of success.
"The need for states to follow the commercial market may conflict with the political requirements of states' budget processes."

STATE HEALTH 47 POLICY
T h ese fi nd ing s s ug g e st se ve r al co nclu si on s about the extent to which states are capable of becoming prudent purchasers of Medicaid managed care and whether this notion is useful as a benchmark for state performance. First, they suggest that doing Medicaid managed care "right" may be beyond the managerial and political reach of many states. Establishing reporting systems that produce data of reasonable quality and the capacity to make use of such data is an expensive, extended process for both state agencies and plans. Some states are making progress toward these goals, while others have been less successful. In states that are dependent on a limited number of plans, Medicaid agencies' ability to insist on any standards is minimal, and the need to retain plans is likely to take precedence over improving performance.
Management's dependence on politics and markets also indicates the need for successful managed care programs to adapt to changes in these circumstances. To be successful over the long run, managers must develop a broad base of political support that is not dependent on the relationships that individual managers have been able to develop with individual legislators or gubernatorial staff. Among the states examined here, only Arizona has thus been able to "institutionalize" its managed care arrangements.
In similar fashion, managed care markets change over time, so states may see their market position deteriorate if they are unable to pay rates that are roughly competitive with those in the commercial market. The need to follow the commercial market may conflict with the political requirements of states' budget processes, which may be less than receptive to requests for significant increases in Medicaid spending. Unable to set the rates they pay, Medicaid agencies may find their ability to establish performance standards or enforce compliance to be compromised.
These findings also suggest the limited transferability of best practices between states. The few states that have well-paid, sophisticated staffs; nationally accredited plans; reasonable rates; and political support can develop innovative management systems that attract the attention of foundations and professional associations. It is doubtful, however, that these procedures can be transplanted to states that lack these advantages. For example, few of the oversight practices followed by Arizona or Michigan could likely be transferred to Kansas or West Virginia, which lack the political and market advantages that make enhanced oversight feasible. At a minimum, recommendations about "best practices" ought to be pluralistic and sensitive to variations in state circumstances. 
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